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do you have for success when you're up against an army of
billion-dollar portfolio managers or a horde of freshly
trained MBAs? A contest between you, the proud owner ofa
$24 "how to" book, and these guys hardly seems fair.
The truth is, it isn't fair. The well-heeled Wall Street
money managers and the hotshot MBA's don't have a
change against you and this book. No, you won't find any
magicformulain chapter 8, and this isn't a sequel to How to
Smc:®&d tn Business Without Really Trying, but if you're
willing te immt a reasonable amount of time and effort,
stock w i l l prufits^ and even a fortune, await.
Ob&y: Whafk tbi c&tfh? If itfs so easy, why can't the MBAs
and the prof J^Et ywr: pints off? Clearly, they put in their
Khare oftime mi ©fork rad whik they maynot all be rocket
.scientists* theje grarA mmy village idiots among them
eillier.
AHfllroiigcas it may seem, there is noegtch. The answer
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to this apparent paradox—why you potentially have the
power to beat the pants off the so-called market "experts"—
lies in a study of academic thinking, the inner workings of
Wall Street, and the weekend habits of my in-laws.
We start with some good news about your education: sim
ply put, if your goal is to beat the market, an MBA or a
Ph.D. from a top business school will be of virtually no help.
Well, it's good news, that is, if you haven't yet squandered
tons of time and money at a business school in the single-
minded quest for stock market success. In fact, the basic
premise of most academic theory is this: It is not possible to
beat the market consistently other than by luck.
This theory, usually referred to as the efficient-market or
"random-walk" theory, suggests that thousands of investors
and analysts take in all the publicly available information on
a pari iciilar company, and through their decisions to buy
and sell (hat company's stock establish the "correct" trading
price. In effect, since stocks are more or less efficiently
priced (and therefore, you can't consistently find bargain-
priced stocks), it is not possible to outperform the market av
erages over long periods of time. Although exceptions (e.g.,
the January effect, small size effects and low price/earnings
strategies) are covered briefly by the academics, most of
these "market-beating" strategies are dismissed as trivial,
transient, or difficult to achieve after factoring in taxes and
transaction costs.
Since beating the market is out of the question, finance
If.
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professors spend a lot of time teaching things like quadratic
parametric programming—which, loosely translates to how
to pick diversified stock portfolios in three-dimensional
space. In other words, if you muddle through complex
mathematical formulas and throw in a little calculus and
statistical theory along the way, you stand a pretty good
chance of matching the performance of the popular market
averages. Wow! While there are plenty of other bells and
whistles, the message is clear: You can't beat the market, so
don't even try. Thousands of MBA's and Ph.D.'s have paid
good money for this lousy advice.
There are two reasons not to accept the basic teachings of
the professors. First, there are some fundamental flaws in the
assumptions and methodology used by the academics—flaws
we'll look at briefly later on, but which are not the central
focus of this book. Second, and more important, even if the
professors are. generally correct and the market for stocks is
more or less efficient, their studies and conclusions do not
apply to you.
Obviously, most of Wall Street must also ignore the aca
demics because the whole concept of getting paid for your
investment advice, whether through commissions or in
vestment advisory fees, doesn't square too well with the
idea that the advice really isn't worth anything. Unfortu
nately for the professionals, the facts would seem to support
1
1ic conclusions of the academics. If academic theory held
lino, you would expect the long-term record of pension and
17
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mutual-fund managers to equal the performance of the mar
ket averages reduced by the amount of the advisory fee. In a
slight deviation from efficient-market theory, the profession
als actually do approximately 1 percent worse per year than
the relevant market averages, even before deducting their
management fees. Does the theory that markets are "more or
less" efficient explain this disappointing performance on the
part of professionals, or are there other factors at work that
lead to these lackluster results?
T H E P R O F E S S I O N A L ' S C H A L L E N G E
I spoke with a professional whom I consider one of the
best in the business* a friend I'll call Bob (even though his
real name is Rich). Bob is in charge of $12 billion of U.S.
equity funds at a major investment firm. For some perspec
tive, if you went to the racetrack and placed a bet with $100
bills, $12 billion would stack twenty World Trade Centers
high (needless to say, a bet that would almost certainly kill
the odds on your horse). According to Bob, the bottom line
and the measure of his success is this: How does the return
on his portfolio stack up against the return of the Standard
& Poor's 500 average? In fact, Bob's record is phenomenal:
over the past ten years his average annual return has ex
ceeded the return of the S&P 500 by between 2 and 3 per
cent.
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At first blush, the word "phenomenal" and an increased
annual yield of 2 or 3 percent seem somewhat incongruous.
Though it is true that after twenty years of compounding
even 2 percent extra per year creates a 50 percent larger nest
egg, this is not why Bob's returns are phenomenal. Bob's
performance is impressive because in the world of billion-
dollar portfolios, this level of excess return is incredibly hard
to come by on a consistent basis. Some quick calculations
help expose the limitations imposed on Bob by the sheer
size of his portfolio. Imagine the dollar investment in each
stock position when Bob sets out to divvy up $12 billion. To
create a 50-stock portfolio, the average investment in each
individual stock would have to be approximately $240 mil
lion; for 100 stocks, $120 million.
There are approximately 8,500 stocks listed on the New
York Stock Exchange, the American Stock Exchange, and
the NASDAQ over-the-counter market combined. Of this
number, about 600 stocks have a market capitalization over
$2.5 billion and approximately 1200 have market values
over $1 billion. If we assume Bob does not care to own more
llian 10 percent of any company's outstanding shares (for
legal and liquidity reasons), it's likely that the minimum
number of different stocks Bob will end up with in his port
folio will fall somewhere between 50 and 100. If he chooses
lo expand the universe from which he chooses potential
purchase candidates to those companies with market capi-
l.ilizations below $1 billion, perhaps to take advantage of
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some lesser followed and possibly undiscovered bargain
stocks, his minimum number could easily expand to over
200 different stocks.
Intuitively, you would probably agree that there is an ad
vantage to holding a diversified portfolio so that one or two
unfortunate (read "bonehead") stock picks do not unduly
impair your confidence and pocketbook. On the other
hand, is the correct number of different stocks to own in a
"properly" diversified portfolio 50,100, or even 200?
It turns out that diversification addresses only a portion
(and not the major portion) of the overall risk of investing in
the stock market. Even if you took the precaution of owning
8,500 stocks, you would still be at risk for the up and down
movement of the entire market. This risk, known as market
risk, would not have been eliminated by your "perfect" di
versification.
While simply buying more stocks can't help you avoid
market risk, it can help you avoid another kind of risk—
"nonmarket risk." Nonmarket risk is the portion of a stock's
risk that is not related to the stock market's overall move
ments. This type of risk can arise when a company's factory
burns down or when a new product doesn't sell as well as ex
pected. By not placing all your eggs in a buggy-whip, breast-
implant, pet-rock, or huckapoo-sweater company, you can
diversify away that portion of your risk that comes from the
misfortunes of any individual company.
Statistics say that owning just two stocks eliminates 46
percent of the nonmarket risk of owning just one slock. This
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type of risk is supposedly reduced by 72 percent with a four-
stock portfolio, by 81 percent with eight stocks, 93 percent
with 16 stocks, 96 percent with 32 stocks, and 99 percent
with 500 stocks. Without quibbling over the accuracy of
these particular statistics, two things should be remem
bered:
1. After purchasing six or eight stocks in different indus
tries, the benefit of adding even more stocks to your port
folio in an effort to decrease risk is small, and
2. Overall market risk will not be eliminated merely by
adding more stocks to your portfolio.
From a practical standpoint, when Bob chooses his fa
vorite stocks and is on pick number twenty, thirty, or eighty,
he is pursuing a strategy imposed on him by the dollar size
of his portfolio, legal issues, and fiduciary considerations,
not because he feels his last picks are as good as hisfirstor
because he needs to own all those stocks for optimum port
folio diversification.
In short, poor Bob has to come up with scores of great
stock ideas, choose from a limited universe of the most
widely followed stocks, buy and sell large amounts of indi
vidual stocks without affecting their share prices, and per
form in a fish bowl where his returns are judged quarterly
and even monthly.
Luckily, you don't.
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T H E S E C R E T TO Y O U R F O R T U N E
Since Bob clearly has his hands full, where can an in
vestor turn for insight into making a fortune in the stock
market? For better or worse, all roads appear to leave us at
the doorstep of my in-laws. (Don't worry, I said mine—not
yours.)
A typical weekend will find them scouting out a country
auction, antique store, or estate sale looking for art or an
tiques that catch their fancy. As avid collectors, they seek out
works that will give them joy to own and live with on a daily
basis. As closet capitalists, they look for undiscovered or un
recognized works of art or antiques that they can buy at
prices far below true value.
When in capitalist mode, the in-laws follow a very simple
strategy. Whether they find a beautiful specimen of antique
furniture at Podunk Fine Antiques & Tractor Parts or an im
pressionist painting from Grandma Bagodonuts' attic, they
ask themselves only one question before buying. Are there
comparable pieces of furniture or paintings that have re
cently sold at auction (or to dealers) at prices far above the
potential purchase price?
It's truly that simple, although we can probably learn
more from the questions they don't ask. They don't ask, "Is
this painter going to be the next Picasso?" or "Is eighteenth-
century French furniture going to skyrocket in value?"
While it would be nice and perhaps moie lucrative to be
able to predict those types of future developments, few peo
ple can combine the ability, knowledge, and liming lo fore-
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see and profit consistentlyfromfuture events. Whether the
in-laws can or cannot predict the future is beside the point;
they don't have to—they already know how to profit from
studying the present.
That doesn't mean their knowledge of art and antiques
doesn't help them to make money, but many people can ac
quire that same knowledge. Their edge comes from taking
this knowledge and applying it in places off the beaten path.
While these places are tougher to find, once found, less
competition from other informed collectors creates an op
portunity for them to find "inefficiently" priced bargains.
Finding bargain stocks works much the same way. If you
spend your energies looking for and analyzing situations not
closely followed by other informed investors, your chance of
finding bargains greatly increases. The trick is locating those
opportunities.
It's like the old story about the plumber who comes to
your house, bangs on the pipes once, and says, "That'll be a
hundred dollars."
"A hundred dollars!" you say. "All you did was bang on
the pipes once!"
"Oh no," the plumber responds. "Banging on the pipes is
onlyfivedollars. Knowing where to bang—that's ninety-five
dollars."
In the stock market, knowing where to "bang" is the se
cret to your fortune. With that in mind, let's uncover some
of llic secret hiding places of stock-market profits.
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	27. When I wasfifteen,the  only gambling establishment that
would let me sneak in was the Hollywood Dog Track. This
was a great thing because, during my first illicit visit, I dis
covered a sure-fire route to big greyhound riches. In the
third race, there was a dog who had run each of his previous
six races in only thirty-two seconds. The odds on this dog—
we'll call him "Lucky"—were 99-1. None of the dogs up
against Lucky in the third race had managed a time better
than forty-four seconds in any previous race.
Of course, I bet what passed for a small fortune at
tiitie on Lucky to WIN. If all those fools who bet on
thi other dogs wanted to give me their money, so be it.
HjtfPeftG^as Lucky straggled down the home stretch in last
plage, nay m^mtmt of the other gamblers slowly began to
change.
Thk wm. hmkfs f|#t i&ce at a linger distance. Appar
ently, as everyane else alf«d|f hmm2 Lueky's spectacularly
fast times in hit previous: xme$ wtw achieved it ranch
shorter distances. All the other dogs were experienced lorig-
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distance runners. My 99-1 sure thing was a mirage that
quickly evaporated along with my money.
On the bright side, in less than a minute I learned a valu
able lesson. Without a basic level of knowledge and under
standing, you can't tell a great investment from a real dog.
So before you start hunting in the stock market's back alleys
for hidden investment jewels, here are some basics that
should help in the search.
A F E W B A S I C S
1 . DO Y O U R OWN W O R K
There are really two reasons to do your own work. The
first is pretty simple. You have no choice. If you are truly
looking at situations that others are ignoring, there will
rarely be much media or Wall Street coverage. While there
is usually plenty of industry or company information avail
able, some of it quite helpful, almost none will focus on the
special attributes that make your investment opportunity at
tractive. This should be fine with you; "the more the mer
rier" is not your credo.
The other reason to do your own work is closely related.
As much as possible, you don't want to be well paid merely
for taking big risks. Anyone can manage that. You want to be
well paid because you did your homework. If you are one of
the few people to analyze a particular investment opportu
nity, it follows that you are in the best position lo assess the
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appropriate payoff for the risk taken. Not all obscure or hid
den investment opportunities are attractive. The idea is to
place your "bets" in situations where the rewards promise to
greatly outweigh the risks.
Naturally, everyone would like to invest in situations
where the odds are stacked in their favor. But most people
can't because they don't know these special opportunities
exist. The payoff to all your legwork and analysis is the op
portunity to invest in situations that offer unfair economic
returns. Your extraordinary profits will not be a result of tak
ing on big risks; they will be the justly deserved pay for do
ing your homework.
But is it any fun to invest when the odds are unfairly
stacked in your favor? You bet it is.
2 . D O N ' T T R U S T ANYONE OVER T H I R T Y
3 . D O N ' T T R U S T ANYONE T H I R T Y OR U N D E R
Get it? The odds of anyone calling you on the phone with -
good investment advice are about the same as winning
I ,otto without buying a ticket. It could happen, but it's not
bloody likely. When stockbrokers call or write, take Nancy
Kcagan's advice: "Just say No." The record of research ana
lysts at major brokerage firms for predicting future earnings
or stock prices is quite poor—and if you believe the record
of smaller brokeragefirmswho tout penny stocks is any bet
ter, please write me for a refund; you can't be helped. Even
institutional clients of reputable investment firms don't get
piirliculjirly good advice.
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The reasons for this consistently poor showing are largely
systematic in nature. The vast majority of analysts are not di
rectly paid by clients. The research recommendations and
reports produced by these analysts are peddled by the firm's
stockbrokers in exchange for commission business. One
perennial problem is the overwhelming incentive for ana
lysts to issue "Buy" recommendations. The universe of
stocks not owned by a customer is always much larger than
the list of those currently owned. Consequently, it's much
easier to generate commissions from new "Buy" recom
mendations than from recommendations to sell.
Another occupational hazard for research analysts is that
analysts who pan a company's stock are usually cut off from
an important source of information. Crucial contact with
company officers and information from investor-relations
personnel may well be reserved for other, more "coopera
tive" analysts. This obviously makes the job more difficult
In addition, the chance of the offending analyst's invest
ment firm capturing future investment-banking assign
ments from that company is probably slim. This is why
popular euphemisms like "source of funds," "hold," and
"untimely" are used instead of the more direct "Sell" rec
ommendation.
There are several other problems besides this optimistic
bias. It is very difficult to go out on a limb with earnings or
stock-price predictions if all your fellow analysts think differ
ently. It's much safer to be wrong in a crowd than to risk be
ing the only one to misread a situation that everyone else
40
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pegged correctly. As a result, getting fresh, independent
thinking from analysts is the exception, not the norm.
Further, most analysts cover only one industry group. You
have chemical analysts, bank analysts, and retail analysts who
know little about the comparative investment merits ofstocks
in other industries. So when a chemical analyst says "Buy" a
stock in his industry, he has not compared its investment
prospects against stocks in any offiftyother industry groups.
A neighborhood in downtown Cleveland maylookgreatnext
to one three blocks over, but not when compared to Beverly
Hills.
Since an analyst's job is to compare companies within
particular industry groups, extraordinary corporate events
often fall outside an analyst's specific area of expertise. This
is true even when these special events, like spinoffs or merg
ers, involve companies he does follow. Many analysts actu
ally suspend ratings or drop coverage of companies that are
undergoing major corporate changes—understandable
given their job description, but not too helpful if their real
goal is to give profitable investment advice.
The next thing analysts run up against is cold hard eco
nomics. It doesn't pay for Wall Street analysts to cover stocks
or investment situations unless they can generate enough
revenue (read commissions or future investment-banking
fees) to make the time and effort involved worthwhile.
Therefore, smaller capitalization stocks whose shares don't
hade in large volumes, obscure securities, and unique situa
tions arc generally ignored. Ironically, the very areas that are
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uneconomic for large firms to explore are precisely the ones
that hold the most potential profit for you.
The bottom line is, even if you live in Fantasyland, where
fees and commissions have no influence on investment ad
vice, you still must face a harsh reality. Your broker, trustwor
thy or not, has no idea how to invest your money. But don't
blame him, even if he is over thirty. It's the system, man: it
just doesn't work.
Still want a hot tip from someone you can trust? Okay—
psst—bet Lucky in the third at Hollywood.
4 . P I C K Y O U R S P O T S
The highlight of summer camp was Color War. For the
uninitiated, Color War was a week-long ritual each summer
in which the entire camp was divided into two teams, the
Blue and the Gray. The teams then competed, by age
group, for the most victories in a variety of sports. The high
light of Color War was something called the Apache Relay.
This was a single race at the end of Color War pitting one
team encompassing all age groups against the other. Every
camper, domino-style, had an individual athletic challenge
or bizarre task to complete before the next camper on his
team could attempt his own feat.
So, like the Apache warriors of old, one by one, campers
would compete in events from simple running and swim
ming to pie eating (with hands tied behind the back) and
walking with an egg balanced on a spoon stuck between the
teeth. The advantage of one team over Ihe other, unlike
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some other competitions, did not necessarily hinge on
which team had the stronger or faster athletes, but rather on
which team had been lucky enough to get David Versotski.
David had the task of serving three net serves in Ping-Pong
before the next camper on his team could perform a more
mundane task like running down to the waterfront.
In Ping-Pong, a net serve is when the ball is served, hits
the net, and still manages to land on the other side of the
table. All summer long David was just a regular guy, but he
could whip these serves off on demand—one, two, three—
like nobody else, saving crucial minutes in an Apache relay
that was often decided in a matter of seconds. In those tense
moments before the race, the buzz around David's team
was always something like, "Don't worry—we have Ver
sotski!" I don't know whatever happened to David, but
unquestionably, if net serves in Ping-Pong had been a pro
fessional or even Olympic sport, the name David Versotski
would today be mentioned in the same company with Babe
Ruth or Michael Jordan.
What's the point? The point is that if David could arrange
it so that any time he competed it would be a contest of who
could hit the most net serves, he would do a lot of winning.
Unfortunately, life doesn't usually work that way. You can't
always choose your battles or your playing field. When it
comes to the stock market, though, you can.
This concept has been variously illustrated by the likes of
Warren Buffctt as "Swing at only one of twenty pitches,"
"There arc no called slrikcs on Wall Street" or "Wait for
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your pitch/' The most successful horse players (I guess they
lose the least) are the ones who don't bet on every race but
wager on only those occasions when they have a clear con
viction. It makes sense that if you limit your investments to
those situations where you are knowledgeable and confi
dent, and only those situations, your success rate will be very
high. There is no sense diluting your best ideas or favorite
situations by continuing to work your way down a list of at
tractive opportunities. If "net serves" was only one of the
ten events in a newly created decathlon, David's advantage
and expertise would be diluted to such an extent that his
chances of winning the entire decathlon would be slim. So,
if no one stops you from just hitting net serves, keep doing it
until they cart you away.
The strategy of putting all your eggs in one basket and
watching that basket is less risky than you might think. If you
assume, based on past history, that the average annual re
turn from investing in the stock market is approximately 10
percent, statistics say the chance of any year's return falling
between -8 percent and +28 percent are about two out of
three. In statistical talk, the standard deviation around the
market average of 10 percent in any one year is approxi
mately 18 percent. Obviously, there is still a one-out-of-
three chance of falling outside this incredibly wide thirty-
six-point range (-8 percent to +28 percent). These statistics
hold for portfolios containing 50 or 500 different securities
(in other words, the type of portfolios held by most stock
mutual funds).
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What do statistics say you can expect, though, if your port
folio is limited to only five securities? The range of expected
returns in any one year really must be immense. Who knows
how the crazy movements of one or two stocks can skew re
sults? The answer is thatthere is an approximately two-out-of-
three chance that your return will fall in a range of-11
percent to +31 percent. The expected return of the portfolio
still remains 10 percent. If there are eight stocks in your port
folio, the range narrows a little further, to -10 percent to +30
percent. Not a significant differencefromowning 500 stocks.
The fact that you can drive a truck through any of these wide
ranges of expected returns should lend comfort to those who
don't hold fifty stocks in their portfolio and strike fear in the
hearts of anyone who thinks owning dozens of stocks will as
sure them a predictable annual income.
Over the long term (and this could mean twenty or thirty
years long), stocks, despite the annual variability in returns,
are probably the most attractive investment vehicle. There
fore, owning a widely diversified portfolio of stocks should
enable you more or less to mirror the performance of the
popular market averages. In the case of stocks, doing average
ain't all that bad.
However, if your goal is to do significantly better than av
erage, then picking your spots, swinging at one of twenty
pitches, sticking to net serves, or any other metaphor that
brings the point home for you, is the way to go. The fact that
this highly selective process may leave you with only a hand
ful of positions lliat fil your strict criteria shouldn't be
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a problem. The penalty you pay for having a focused port
folio—a slight increase in potential annual volatility—
should be far outweighed by your increased long-term
returns.
Still not comfortable with the concept of putting a small
group of eggs all in one basket? Don't despair. There
are other ways to tackle the issue of risk without diluting
the effectiveness of investing only in your few favorite
situations.
5 . D O N ' T B U Y M O R E S T O C K S ; P U T MONEY I N T H E BANK
For about $1,000, an insurance company will agree to pay
a healthy thirty-five-year-old male $1,000,000 should he be
unfortunate enough to die over the next year. The actuarial
tables say this is a good bet for the insurance company. But
would you take the insurance company's side of the bet?
Probably not. The reason is that regardless of what the sta
tistics may indicate, you can't afford to lose $1,000,000—
especially for a crummy thousand bucks. The insurance
company, on the other hand, by pooling thousands of policy
holders together can create a portfolio of underwritten risks
that do follow the statistical tables. That's why they can make
a good business out of consistently booking bets that you, as
an individual, can't afford to take.
In effect, a specific risk, when viewed in isolation, may
appear unsafe or even foolish, but in the context of an entire
portfolio, the same risk can make good sense. So, if that's
true and spreading your risks around is such a good idea,
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why do I keep telling you that owning just a few stocks is the
way to go?
The answer comes in two parts. First, on each individual
policy, the insurance company was risking a loss of $1,000
for every $1 bet. It would take many thousands of similar
policies over a period of years to make this bet worthwhile.
Fortunately, the risks you assume by purchasing individual
stocks are limited to a $1 loss for each $1 invested. As a re
sult, you can prudently invest in only a handful of attractive
stocks without being accused of taking crazy risks. But
everyone else advises maintaining a widely diversified port
folio; how can you be expected to "go for it" by focusing on
only a few selected stock-market opportunities?
The answer, and the other reason why a widely diversified
stock portfolio isn't a magic formula for avoiding risk, can be
found in the way you should be thinking about your stock in
vestments from the start. It's important to remember that for
many people a stock portfolio is only a portion of their entire
investment holdings. Most people have a portion of their net
worth in the bank or in money-market funds, in their homes,
in bonds, in the value of theirlife-insurance policies, or in in
vestment real estate, to name a few likely places. If you're
looking to avoid putting all your eggs in one basket, this
broader type of diversification, over varying asset classes, will
accomplish that goal more effectively than merely diversify
ing your stock portfolio. In other words, don't screw up a per
fectly good stock-marketstrategyby diversifying your way into
mediocre returns.
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In fact, no matter how many different stocks you buy, in
vesting in the stock market with money that you will need
over the next two or three years to help with rent or mort
gage payments, food, medical care, tuition, or other necessi
ties is risky in the first place. Remember, the potential
swings in stock-market returns from year to year are huge
anyway, even if you diversify to the extent of owning all
8,000+ stocks. Rest assured, the practice of selling stocks
when you need the money holds little promise as an effec
tive investment method.
Ideally, your decisions to buy and sell stocks should be
based solely on the investment merits. This may mean leav
ing that extra money in the bank or in other assets, even if
you've made up your mind that stocks are the investment ve
hicle of choice. Leaving some of your assets on the sidelines
(i.e., out of the stock market) should be your compromise to
prudent diversification. As long as you're willing to do your
own homework, a strategy of owning a select handful of your
favorite stock situations should yield results far superior to a
strategy of owning dozens of different stocks or mutual
funds.
From time to time, this selective strategy may result in
slightly wider swings in performance than a strategy based
on owning a few shares of everything, or what's known as an
indexing approach. However, if you have arranged your
overall portfolio of assets so that you can weather the in
evitable market downswings without being forced to sell,
this slight difference shouldn't mailer. What should matter
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is that over a period of even five or ten years, you can have
your cake and eat it, too. During those years, you will have
invested in dozens of different investment situations (al
though in only a handful at any one time), thereby getting
plenty of diversification with superior returns to boot.
6 . LOOK DOWN, NOT U P
One cherished and immutable law of investing is that
there is a trade-off between risk and reward. The more risk
you assume in your portfolio, academics and most profes
sionals agree, the more reward you receive in the form of
higher returns. The less risk assumed, the lower the return. In
short, you can'tget something (high returns) for nothing (tak
ing low risks). This concept is so fundamental that it provides
the underpinning for the investment strategies of both aca
demics and professionals.
Of course, if the discussion ended there, you could just
dial up your desired level of risk and receive the targeted re
turn you deserve. In a perfectly efficient world, this relation
ship between risk and reward should hold true. Obviously,
since you will be looking for pockets of opportunity where
there are inefficiently priced investments (i.e., stocks or in
vestment situations so far off the beaten path that analysts
and investors have not priced them correctly), this im
mutable relationship between risk and reward should not
apply.
That, however, does not make the concept of risk/reward
irrelevant lo you. Kar from it. It is perhaps the most impor-
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tant investment concept of all. That's why it's so amazing
that, at least when it comes to analyzing the risks of individ
ual stocks, most professionals and academics get it wrong.
They get it wrong because they measure the "risk" portion
of risk/reward in an erroneous and truly puzzling way.
Risk, according to generally accepted wisdom, is defined
as the risk of receiving volatile returns. In the academic
world, risk is measured by a stock's "beta"—the price volatil
ity of a particular stock relative to the market as a whole.
Usually the calculation of "beta" is based on an extrapola
tion of a stock's past price volatility. In this topsy-turvy world,
the distinction between upside volatility and downside
volatility is greatly confused: a stock that moves up signifi
cantly over the course of a year is labeled riskier than a stock
that moves down slightly during the same period.
Also, using past price movements (or volatility) as the
basis for determining the riskiness of a particular stock can
often lead to faulty conclusions. A stock that has fallen
from 30 to 10 is considered riskier than a stock that has
fallen from 12 to 10 in the same period. Although both
stocks can now be purchased for $10, the stock which has
fallen the farthest, and the one that is now priced at the
biggest discount to its recent high price, is still considered
the "riskier" of the two. It might be. But it could be that
most of the stock's downside risk has been eliminated by
the huge price drop. The truth is you can't really tell much
of anything just from measuring a stock's past price move
ments.
in
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In fact, not only doesn't a stock's past price volatility serve
as a good indicator of future profitability, it doesn't tell you
something much more important—how much you can
lose. Let's repeat that: It doesn't tell you how much you can
lose. Isn't risk of loss what most people care about when they
think of risk? Comparing the risk of loss in an investment to
the potential gain is what investing is all about
Perhaps, since the measurement of potential gain and
lossfroma particular stock is so subjective, it is easier, ifyou
are a professional or academic, to use a concept like volatil
ity as a substitute or a replacement for risk than to use some
other measure. Whatever the reason for everyone else's gen
eral abdication of common sense, your job remains to quan
tify, by some measure, a stock's upside and downside. This is
such an imprecise and difficult task, though, that a proxy of
your own may well be in order.
One way to take on this challenge is to think, once again,
in terms of the in-laws. As you recall, if they find a painting
selling for $5,000 when a comparable painting by the same
artist has recently sold at auction for $10,000, they buy it.
The perceived cushion of $5,000 between auction value
and purchase price is what Benjamin Graham, the ac
knowledged father of security analysis, referred to as their
"margin of safety." If the in-laws' perceptions are correct,
Iheir margin is so large that it is extremely unlikely they will
lose money on their new purchase. On the other hand, if
Iheir perceptions are somewhat off—the quality of their
painting is not quite up to the standard of the one recently
II
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auctioned, the $10,000 price was a one-time aberration, or
the art market collapses between the time of purchase and
the time they get to the auction house—their losses should
be minimized by this initial built-in cushion, their margin of
safety.
So one wayto create an attractive risk/reward situation is to
limit downside risk severely by investing in situations that
have a large margin of safety. The upside, while still difficult
to quantify, will usuallytake care of itself. In otherwords, look
down, not up, when making your initial investment decision.
If you don't lose money, most of the remaining alternatives
are good ones. While this basic concept is simple enough, it
would be very difficult to devise a complicated mathematical
formula to illustrate the point. Then again, not much down
side to that...
7 . T H E R E ' S M O R E T H A N O N E ROAD T O I N V E S T M E N T
H E A V E N
There are plenty of ways to achieve substantial wealth
through investing in the stock market. Likewise, there are
plenty of people who try. There are, however, only a select
few who succeed. As Butch and Sundance might say, "Who
are those guys and how do they do it?"
One such successful investor, whose methods should be
studied closely, has just been mentioned. Benjamin Gra
ham has influenced many investors through his writings
and teaching. The concept of "margin of safety" is perhaps
his greatest and most enduring contribution to the investing
I.1
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profession. Graham generally used objective measures like
a stock's book value (the company's net worth as disclosed
on its balance sheet) and its price/earnings ratio (the price of
a stock relative to its annual earnings—a.k.a. its P/E ratio) to
help calculate a company's true value. His advice was to
purchase stocks only when they traded at a significant dis
count to this value.
When viewing the stock market, Graham said, you should
imagine that you are in business with "Mr. Market" and that
the price of a stock merely represents the cost of a certain
percentage ownership of an entire company. Some days Mr.
Market will be inordinately happy and quote you a ridicu
lously high price for your stock and other days he will be un
duly fearful and quote an unreasonably low price. Only at
these extremes should you take advantage of Mr. Market and
care what he has to say. Otherwise it's best, according to Gra
ham, to forget about the market and concentrate on a com
pany's operating and financial fundamentals.
It seems more than a coincidence that, of the small group
of investors who have been extraordinarily successful over
long periods of time, most adhere in some form to Graham's
concepts of "margin of safety" and "Mr. Market." Even in
the area of company valuation, where some have success
fully altered or expanded upon Graham's methods, Gra
ham's original concepts have been repeatedly validated.
Recent studies (e.g., Lakonishok, Schleifer and Vishny, Jour
nal of Finance, December 1994) continue to support his
ihesis that simply buying stocks that trade at low prices rela-
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tive to their book values and earnings provides superior
long-term results.
According to these studies, a value approach to stock pick
ing, such as Graham's, far surpasses the results achieved by
buying the so-called glamour (or most popular) stocks, pur
chasing stock-market-index funds, or placing money with
professional managers. These results can be achieved—
contrary to efficient-market theory—without taking on
more volatility than other methods, and they apply to both
large and small capitalization stocks.
The explanation for this may be that individuals and pro
fessionals systematically overrate the long-term prospects of
companies that have done well recently, and at the same
time underestimate the value of companies that are under-
performing or unpopular at the moment. Relying on objec
tive measures like a company's book value and historical
earnings to determine value may help eliminate some of the
emotional and institutional biases likely to be found in
more future-based valuation methods. Even though Gra
ham's methods have been well documented and extensively
studied, they continue to yield superior results for those in
vestors who choose to follow them.
Graham's most famous disciple and admirer, Warren Buf-
fett, while a strong proponent of seeking investments with a
large margin of safety and of viewing the stock market from
the vantage point of Mr. Market, has successfully added his
own thoughts about what constitutes value when seeking at
tractive investments. Primarily, Buffett has found that in-
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vesting in fundamentally good businesses, as opposed to in
vesting solely in stocks priced cheaply in a strict statistical
sense, can add dramatically to investment returns. While
this hardly seems an insight worthy of marching bands and
fireworks, this seemingly minor modification is the most
likely reason why Buffett has become not only Graham's
most successful disciple but, by most counts, the world's
greatest investor.
Buffett tries to focus on well-managed companies that
have a strong franchise, brand name, or market niche. In ad
dition, his investments are concentrated in businesses that
he understands well and that possess attractive underlying
economic (that is, they generate lots of cash) and competi
tive characteristics. In this way, when Buffett buys a business
at what appears to be an attractive discount to current value,
he also benefits from the future increase in value generated
by owning all or part of a business that is well situated. Gra
ham's statistical bargains generally do not benefit from this
added kicker. In fact, according to Buffett, the risk in buying
poor businesses is that much of the bargain element of the
initial purchase discount may well be dissipated by the time
a catalyst comes along to unlock what appeared to be the
initial excess value.
Yet another successful approach to stock-market investing
has been championed by perhaps the world's greatest mu
tual fund manager, Peter Lynch. The Fidelity Magellan
Fund, which he ran successfully through 1990, returned
$28 for every dollar invested at the start of his tenure in
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1977. Through his books, columns, and interviews, Lynch
strongly suggests that ordinary individuals can outperform
the experts by investing in companies and industries that
they already know and understand. Whether you're at the
mall, the supermarket, or even the amusement park, new in
vestment prospects are everywhere, according to Lynch. He
believes that with a reasonable amount of company re
search and investigation—the type well within reach of the
average investor—everyday insights and experiences can be
turned into a profitable stock portfolio.
While not in the same league as a Peter Lynch—he man
aged $14 billion when he wrote hisfirstbook; they managed
$90,000—the Beardstown Ladies have run up an enviable
record over the approximately ten years since they started an
investment club. Their secret weapon: Value Line. The
Value Line Investment Survey is a weekly publication with ex
tensive fundamental and statistical data on approximately
1,700 of the largest public companies. Each week, Value
Line ranks the stocks in this universe for timeliness and safety.
In general, the stocks Value Line ranks highest for timeliness
(rankings of 1 or 2 on a scale of 5) have handily outperformed
the market averages over a thirty-year period. Value Line uses
a proprietary formula that includes factors like a stock s earn
ings and price momentum, positive and negative earnings
surprises, and certain fundamental attributes to determine its
stock rankings. The investment opinions of Value Line's re
search analysts were once included in the ranking system,
Id
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but this input was dropped long ago as the system performed
better without them.
On the other hand, the Beardstown Ladies, starting from
a list of Value Line's top-ranked stocks and using some of the
other data provided, have added some input of their own.
Among other suggestions, they advise sticking to companies
ranked by Value Line in the top third of their industries,
with high safety rankings and low debt ratios, with strong
five-year growth in sales and earnings, and to companies at
the low end of their historical price/earnings range. The
Ladies also include a rather long list of recipes in their book.
It is not known whether these have any effect on investment
performance.
While there are obviously other effective investment meth
ods, a reasonable question at this point would be: How does
the idea of ferreting out investment winners from the stock
markets hidden nooks and crannies stack up against the
methods just discussed?
While certainly reasonable, this question may be a little
misleading. Simply because you'll be looking for invest
ments in out-of-the-way places doesn't mean that you can't
or shouldn't apply some of the wisdom gleaned from study
ing the winning methods of a Graham, Buffett, or Lynch.
Of course, once you've gone to the trouble offindingan in-
leresting investment in a remote corner of the market, hope
fully your analysis won't have to be any more subtle than
louring out whether an anvil fell on your head. Alas, al-
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though this is a worthy and not entirely unrealistic goal, life
won't always be that easy.
Applying some lessons from the masters, at the very least,
should help when the investment decisions become a bit
more taxing. At most, since picking your spots is one of the
keys to your success, following the basic principles of these in
vestment greats should keep you focused in the right places.
T H E S E C R E T H I D I N G P L A C E S
O F S T O C K - M A R K E T P R O F I T S
All right, already. Where are these secret hiding places?
Don'tworry. You don't have to lookunder Love Canal or get
shotdownspyingoversome secretRussian militarybase. It's not
thatstraightforward. The answer is: stock-market profits can be
hiding anywhere, and their hiding places are always changing.
In fact, the underlying theme to most of these investment situ
ations is change. Something out of the ordinary course of busi
ness is takingplace thatcreates an investmentopportunity. The
list of corporate events that can result in big profits for you runs
the gamut—spinoffs, mergers, restructurings, rights offerings,
bankruptcies, liquidations, assetsales, distributions. And it's not
just the events themselves that can provide profits; each such
eventcan produce a wholehostof newsecuritieswith their own
extraordinary investment potential.
The great thing is, there's always something happening.
Dozens of corporate events each week, too many for any
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one person to follow. But that's the point: you can't follow
all of them, and you don't have to. Even finding one good
opportunity a month is far more than you should need or
want. As you read through this book, in example after ex
ample, in lesson after lesson, you may wonder "How the
hell could I have found that one?" or "I never would have
figured that out!" Both are probably true. But there will be
plenty of others that you do find and canfigureout. Even af
ter you learn where to look for new ideas, the notion that
you can cover even one-tenth of these special corporate
events is a pipe dream. On the other hand, making incredi
ble profits over your lifetime from the ones you do work on,
isn't. The old cliche holds true: "Teach a man to fish. . . ."
What about all the other ways to get rich? There are no
flaws in the investment methods of Warren Buffett or Peter
Lynch. The problem is that you're not likely to be the next
Buffett or Lynch. Investing in great businesses at good prices
makes sense. Figuring out which are the great ones is the
tough part. Monopoly newspapers and network broadcasters
were once considered near-perfect businesses; then new
forms of competition and the last recession brought those
businesses a little bit closer to earth. The world is a compli
cated and competitive place. It is only getting more so. The
challenges you face in choosing the few stellar businesses
Ihat will stand out in the future will be even harder than the
ones faced by Buffett when he was building his fortune. Are
you up to the task? Do you have to be?
Finding the next Wal-Mart, McDonald's, or Gap is also a
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tough one. There are many more failures than successes.
Using your own experiences and intuition to choose good
investments is excellent advice. It should be applied in
every investment you make. You should invest only in what
you know and understand. It's just that Peter Lynch is an es
pecially talented individual. It's likely that he knows and un
derstands more than you when it comes down to making the
tough calls.
On the other hand, Ben Graham's statistical approach
was actually designed with the individual investor in mind.
A widely diversified portfolio of stocks with low P/E ratios
and low price-to-book ratios still produces excellent results
and is relatively easy to emulate. Grahamfiguredthat if you
owned twenty or thirty of these statistical bargains, you
didn't need to do extensive research. You don't. Reading and
studying Graham's work is how I first became fascinated
with the stock market. I still apply his teachings wherever
and whenever I can. It's just that if you are willing to do
some of your own work, pick your spots, and look in places
where others are not looking, you can do significantly better
than Graham's more passive method.
Recently, it became even easier to do your own research.
Information that in Graham's day wasn't available at all, or if
it was, had to be uncoveredfromobscure state and federal fil
ings, is now readily available. Until recently the same infor
mation, located among the prodigious amounts of public
filings that companies are required to make with the SEC,
was available but largely inaccessible. Documents clescrib-
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ing the type of extraordinary corporate changes and events
thatwill be the source of your investment profits were usually
provided by private corporations charging up to $200 or $300
for one document. Now, this same information is instantly
available on—you guessed it—the Internet, for the price of a
phone call. Of course, you still have to be willing to read it.
Are there any drawbacks to investing in these special cor
porate situations? Two come immediately to mind. The first
you know: it will take some work. The good news is that you
will be well paid. The other drawback may or may not apply
to you. Although some of these extraordinary corporate
events play out over a period of years, others transpire over a
period of months. Your investment advantage is usually at
its greatest immediately before, during and right after the
corporate event or change. Your window of opportunity may
be short and therefore your holding period may also be
short. As there is a tax advantage for many people from re
ceiving long-term capital gains (from investments held
more than one year), and an advantage for everyone in de
ferring their taxable gains by not selling appreciated securi
ties, a short holding period in some of these situations
creates a disadvantage compared to the long-term strategies
of Buffett, Lynch, and Graham. Fortunately, you can avoid
some of these disadvantages either by investing in only those
situations that take several years to fully play out or by in
vesting through your pension, IRA, or other retirement ac
counts. (Qualifying retirement accounts can generally be
managed without concern for taxes.)
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One more point: although most people take comfort in
cfowds, this is not where successful investors generally look
for good investment ideas. Nevertheless, you may take com
fort in the fact that the practice of investing in companies un
dergoing corporate change is not an alien concept to BufFett,
Lynch, or Graham. Each of these great investors has spent
some time investing in this arena. It's just that Graham was
most concerned about passing on his wisdom to the individ
ual investor; he felt accumulating a diversified portfolio of
statistical bargains would be a more accessible way for most
people to invest. Buffett and Lynch both had the. problem of
investing huge sums of money—billions of dollars. It is often
difficult to take large enough positions in these special-
investment situations to make an impact on that size portfo
lio. For your first quarter billion or so, though, it's no prob
lem. (Call me when you get there.)
So roll up your sleeves and put your thinking caps on—
youfre going on a wild ride into the stock market's Twilight
Zone. You'll go places where others fear to tread—or at least
don't know about. When you enter these largely uncharted
waters and discover the secrets buried there, you will finally
know what it feels like to be one of the glorious few who
climb Mount Everest, plant a flag at the North Pok, m walk
on the moon. (Okay, okay—so it'll ptolmbly fed mwe life
finishing a crossword puz&te., I'verievej4om thata&er? but
I'm sure that feeli gfisat, t»[)
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C H  I P S O F F T H E O L D S T O C K
S P I N O F F S , P A R T I A L S P I N O F F S ,
A N D R I G H T S O F F E R I N G S
 



	55. I lost a  bet. The stakes—dinner at Lufece, loser treats. Be
ing a bachelor at the time, my idea of living was to slap a
slice of cheese on top of an uncut bagel (my own recipe—
not onefromthe Beardstown Ladies). So, there I was, at per
haps the finest restaurant in the world, certainly in New
York, looking over the menu. Over walks a gentleman in
full chefs garb to help with our order. Somehow, his outfit
didn't tip me off that this was actually Andre Soltner, pro
prietor and head chef. .
Pointing to one of the appetizers on the menu, I asked in-
nocetxtly, "Is this one any good?"
^Mo^itstinksF came Soltner's reply.
Even though he wa& pst kidding around, I did get the
ppint PE&tty raueh everything on the menu was going to be
gpod Seleefoff Lufe&e was, the important culinary deci
sion,, my particular main dioietss BARAE just fine tuning.
Keep thk concept in mind m y®ti mod thtotigh the next
several chapters-, life great to Itokfortevegtfneitttein pben
olliers am not, but ifa not eiioughu Ypu also have to look in
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the right places. If you preselect investment areas that put
you ahead of the game even before you start (the "Luteces"
of the investment world), the most important work is already
done. You'll still have plenty of decisions to make, but if
you're picking and choosing your spots from an already out
standing menu, your choices are less likely to result in indi
gestion.
S P I N O F F S
The first investment area we'll visit is surprisingly unappe
tizing. It's an area of discarded corporate refuse usually re
ferred to as "spinoffs." Spinoffs can take many forms but the
end result is usually the same: A corporation takes a sub
sidiary, division, or part of its business and separates it from
the parent company by creating a new, independent, free
standing company. In most cases, shares of the new "spinoff"
company are distributed or sold to the parent company's ex
isting shareholders.
There are plenty of reasons why a company might choose
to unload or otherwise separate itself from the fortunes of
the business to be spun off There is really only one reason
to pay attention when they do: you can make a pile of
money investing in spinoffs. The facts are overwhelming.
Stocks of spinoff companies, and even shares of the parent
companies that do the spinning off, significantly and consis
tently outperform the market averages.
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One study completed at Penn State, covering a twenty-
five-year period ending in 1988, found that stocks of spinoff
companies outperformed their industry peers and the Stan
dard & Poor's 500 by about 10 percent per year in their first
three- years of independence.* The parent companies also
managed to do pretty well—outperforming the companies
in their industry by more than 6 percent annually during the
same three-year period. Other studies have reached simi
larly promising conclusions about the prospects for spinoff
companies.
What can these results mean for you? If you accept the as
sumption that over long periods of time the market averages
a return of approximately 10 percent per year, then, theo
retically, outperforming the market by 10 percent could
have you earning 20-percent annual returns. If the past ex
perience of these studies holds true in the future, spectacu
lar results could be achieved merely by buying a portfolio of
recently spun-off companies. Translation: 20-percent an
nual returns—no special talents or utensils required.
But what happens ifyou're willing to do a little ofyour own
work? Picking your favorite spinoff situations—not merely
buying every spinoff or a random sampling—should result in
annual returns even better than 20 percent. Pretty signifi
cant, considering thatWarren Buffett, everyone's favorite bil
lionaire, has only managed to eke out 28 percent annually
(albeit over forty years). Is it possible that just by picking your
hiluek J. Cusnlis, Jnmcs A. Miles, and J. Randall Woolridge, "Restructur
ing'lliroiigh Spinoffs" Journal of Financial lieonomics 11 (1991).
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spots within the spinoff area, you could achieve results rival
ing those of an investment great like Buffett?
Nah, you say. Something's wrong here. First of all, who's to
say that spinoffs will continue to perform as well in the future
as they have in the past? Second, when everyonefindsoutthat
spinoffs produce these extraordinary returns, won't the prices
of spinoff shares be bid up to the point where the extra returns
disappear? And finally—about these results even greater than
20 percent—why should you have an edge in figuring out
which spinoffs have the greatest chance for outsize success?
O ye of little faith. Of course spinoffs will continue to out
perform the market averages—and yes, even after more peo
ple find out about their sensational record. As for why you'll
have a great shot at picking the really big winners—that's an
easy one—you'll be able to because I'll show you how. To un
derstand the how's and the why's, let's start with the basics.
Why do companies pursue spinoff transactions in the first
place? Usually the reasoning behind a spinoff is fairly
straightforward:
• Unrelated businesses may be separated via a spinoff
transaction so that die separate businesses can be better
appreciated by the market.
For example, a conglomerate in the steel and insurance
business can spin off one of the businesses and create an in
vestment attractive to people who want to invest in either in
surance or steel but not both.
Of course, before a spinoff, some insurance investors
might still have an interest in buying slock in the conglom-
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erate, but most likely only at a discount (reflecting the
"forced" purchase of an unwanted steel business).
• Sometimes, the motivation for a spinoff comes from a
desire to separate out a "bad" business so that an unfet
tered "good" business can show through to investors.
This situation (as well as the previous case of two unrelated
businesses) may also prove a boon to management. The
"bad" business may be an undue drain on management
time and focus. As separate companies, a focused manage
ment group for each entity has a better chance of being ef
fective.
• Sometimes a spinoff is a way to get value to shareholders
for a business that can't be easily sold.
Occasionally, a business is such a dog that its parent com
pany can'tfinda buyer at a reasonable price. If the spinoff is
merely in an unpopular business that still earns some
money, the parent may load the new spinoff with debt. In
this way, debt is shifted from the parent to the new spinoff
company (creating more value for the parent).
On the other hand, a really awful business may actually
receive additional capital from the parent—just so the spin
off can survive on its own and the parent can be rid of it.
• Tax considerations can also influence a decision to pur
sue a spinoff instead of an outright sale.
If a business with a low tax basis is to be divested, a spinoff
may be the most lucrative way to achieve value for share
holders. If certain IRS criteria are met, a spinoff can qualify
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as a tax-free transaction—neither the corporation nor the in
dividual stockholders incur a tax liability upon distribution
of the spinoff shares.
A cash sale of the same division or subsidiary with the
proceeds dividended out to shareholders would, in most
cases, result in both a taxable gain to the corporation and a
taxable dividend to shareholders.
• A spinoff may solve a strategic, antitrust, or regulatory is
sue, paving the way for other transactions or objectives.
In a takeover, sometimes the acquirer doesn't want to, or
can't for regulatory reasons, buy one of the target company's
businesses. A spinoff of that business to the target company's
shareholders prior to the merger is often a solution.
In some cases, a bank or insurance subsidiary may subject
the parent company or the subsidiary to unwanted regula
tions. A spinoff of the regulated entity can solve this prob
lem.
The list could go on. It is interesting to note, however, that
regardless of the initial motivation behind a spinoff transac
tion, newly spun-off companies tend to handily outperform
the market. Why should this be? Why should it continue?
Luckily for you, the answer is that these extra spinoff prof
its are practically built into the system. The spinoff process
itself is a fundamentally inefficient method of distributing
stock to the wrong people. Generally, the new spinoff stock
isn't sold, it's given to shareholders who, for the most part,
were investing in the parent company's business. Therefore,
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once the spinoffs shares are distributed to the parent com
pany's shareholders, they are typically sold immediately
without regard to price or fundamental value.
The initial excess supply has a predictable effect on the
spinoff stock's price: it is usually depressed. Supposedly
shrewd institutional investors also join in the selling. Most of
the time spinoff companies are much smaller than the parent
company. A spinoff may be only 10 or 20 percent the size of
the parent. Even if a pension or mutual fund took the time to
analyze the spinoffs business, often the size of these compa
nies is too small for an institutional portfolio, which only con
tains companies with much larger market capitalizations.
Many funds can only own shares of companies that are
included in the Standard & Poor's 500 index, an index that
includes only the country's largest companies. If an S&P
500 company spins off a division, you can be pretty sure that
right out of the box that division will be the subject of a huge
amount of indiscriminate selling. Does this practice seem
foolish? Yes. Understandable? Sort of. Is it an opportunity
for you to pick up some low-priced shares? Definitely.
Another reason spinoffs do so well is that capitalism, with
all its drawbacks, actually works. When a business and its
management are freed from a large corporate parent, pent-
up entrepreneurial forces are unleashed. The combination
of accountability, responsibility, and more direct incentives
lake their natural course. After a spinoff, stock options,
whether issued by the spinoff company or the parent, can
more directly compensate the managements of each busi-
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ness. Both the spinoff and the parent company benefit from
this reward system.
In the Penn State study, the largest stock gains for spinoff
companies took place not in the first year after the spinoff
but in the second. It may be that it takes a full year for the
initial selling pressure to wear off before a spinoffs stock can
perform at its best. More likely, though, it's not until the
year after a spinoff that many of the entrepreneurial changes
and initiatives can kick in and begin to be recognized by the
marketplace. Whatever the reason for this exceptional
second-year performance, the results do seem to indicate
that when it comes to spinoffs, there is more than enough
time to do research and make profitable investments.
One last thought on why the spinoff process seems to
yield such successful results for shareholders of the spinoff
company and the parent: in most cases, if you examine the
motivation behind a decision to pursue a spinoff, it boils
down to a desire on the part of management and a com
pany's board of directors to increase shareholder value. Of
course, since this is their job and primary responsibility, the
oretically all management and board decisions should be
based on this principle. Although that's the way it should be,
it doesn't always work that way.
It may be human nature or the American way or the nat
ural order of things, but most managers and boards have tra
ditionally sought to expand their empire, domain, or sphere
of influence, not contract it. Perhaps that's why there are so
many mergers and acquisitions and why so many, especially
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those outside of a company's core competence, fail. Maybe
that's why many businesses (airlines and retailers come to
mind) continually expand, even when it might be better to
return excess cash to shareholders. The motives for the ac
quisition or expansion may be confused in the first place.
However, this is rarely the case with a spinoff. Assets are be
ing shed and influence lost, all with the hope that share
holders will be better off after the separation.
It is ironic that the architects of a failed acquistion may
well end up using the spinoff technique to bail themselves
out. Hopefully, the choice of a spinoff is an indication that a
degree of discipline and shareholder orientation has
returned. In any case, a strategy of investing in the shares of a
spinoff or parent company should ordinarily result in a pre
selected portfolio of strongly shareholder-focused com
panies.
C H O O S I N G T H E B E S T O F T H E B E S T
Once you're convinced that spinoff stocks are an attrac-
live hunting ground for stock-market profits, the next thing
you'll want to know is, how can you tilt the odds even more
in your favor? What are the attributes and circumstances
I hat suggest one spinoff may outperform another? What do
you look for and how hard is it tofigureout?
You don't need special formulas or mathematical models
lo help you choose the really big winners. Logic, common
sense, and a little experience are all that's required. That
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may sound trite but it is nevertheless true. Most professional
investors don't even think about individual spinoff situa
tions. Either they have too many companies to follow, or
they can only invest in companies of a certain type or size,
or they just can't go to the trouble of analyzing extraordinary
corporate events. As a consequence, just doing a little of
your own thinking about each spinoff opportunity can give
you a very large edge.
Hard to believe? Let's review some examples to see what
I mean.
C A S E S T U D Y ©> ^ ^
HOST MARRIOTT/
MARRIOTT INTERNATIONAL
During the 1980s, Marriott Corporation aggressively ex
panded its empire by building a large number of hotels.
However, the cream of their business was not owning hotels,
but charging management fees for managing hotels owned
by others. Their strategy, which had been largely successful,
was to build hotels, sell them, but keep the lucrative man
agement contracts for those same hotels. When everything
in the real-estate market hit the fan in the early 1990s, Mar
riott was stuck with a load of unsalable hotels in an overbuilt
market and burdened with the billions in debt it had taken
on to build the hotels.
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Enter Stephen Bollenbach, financial whiz, with a great
idea. Bollenbach, fresh from helping Donald Trump turn
around his gambling empire, and then chief financial offi
cer at Marriott (now CEO of Hilton), figured a way out for
Marriott. The financial covenants in Marriotts publicly
traded debt allowed (or rather, did not prohibit) the spin
ning off of Marriott's lucrative management-contracts busi
ness, which had a huge income stream but very few hard
assets. Bollenbach's concept was to leave all of the unsalable
hotel properties and the low-growth concession business—
burdened with essentially all of the company's debt—in one
company, Host Marriott, and spin off the highly desirable
management-service business, more or less debt free, into a
company to be called Marriott International.
According to the plan, Bollenbach would become the
new chief executive of Host Marriott. Further, Marriott In
ternational (the "good" Marriott) would be required to ex
tend to Host Marriott a $600-million line of credit to help
with any liquidity needs and the Marriott family, owners of
25 percent of the combined Marriott Corporation, would
continue to own 25-percent stakes in both Marriott Interna
tional and Host. The spinoff transaction was scheduled to
be consummated some time in the middle of 1993.
Keep in mind, no extensive research was required to
learn all this. The Wall Street Journal (and many other ma
jor newspapers) laid out all this background information
lor me when Marriottfirstannounced the split-up in Octo
ber 1992. It didn't take more than reading this basic see-
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nario in the newspapers, though, to get me very excited. Af
ter all, here was a case where in one fell swoop an appar
ently excellent hotel-management business was finally
going to shed billions in debt and a pile of tough-to-sell real
estate. Of course, as a result of the transaction creating this
new powerhouse, Marriott International, there would be
some "toxic waste." A company would be left, Host Mar
riott, that retained this unwanted real estate and billions in
debt.
Obviously, I was excited about... the toxic waste. "Who
the hell is gonna want to own this thing?" was the way my
thinking went. No institution, no individual, nobody and
their mother would possibly hold onto the newly created
Host Marriott after the spinoff took place. The selling pres
sure would be tremendous. Fd be the only one around
scooping up the bargain-priced stock.
Now, almost anyone you talk to about investing will say
that he is a contrarian, meaning he goes against the crowd
and conventional thinking. Clearly, by definition, everyone
can't be a contrarian. That being said . .. I'm a contrarian.
That doesn't mean I'll jump in front of a speeding Mack
truck, just because nobody else in the crowd will. It means
that if I've thought through an issue I try to follow my own
opinion even when the crowd thinks differently.
The fact that everyone was going to be selling Host Mar
riott after the spinoff didn't, by itself, mean that the stock
would be a great contrarian buy. The crowd, after all, could
be right Host Marriott could be just what it looked like: a
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speeding Mack truck loaded down with unsalable real estate
and crushing debt. On the other hand, there were a few
things about this situation beyond its obvious contrarian ap
peal (it looked awful) that made me willing, even excited, to
look a bit further.
In fact, Host Marriott had a number of characteristics that
I look for when trying to choose a standout spinoff opportu
nity.
1 . I N S T I T U T I O N S D O N ' T W A N T I T ( A N D T H E I R R E A S O N S
D O N ' T I N V O L V E T H E I N V E S T M E N T M E R I T S ) .
There were several reasons why institutional portfolio
managers or pension funds wouldn't want to own Host Mar
riott. We've already covered the issue of huge debt and
unpopular real-estate assets. These arguments go to the in
vestment merits and might be very valid reasons not to own
Host. However, after the announcement of the transaction
in October 1992 only a small portion of the facts about Host
Marriott had been disclosed. How informed could an in
vestment judgment at this early stage really be?
From the initial newspaper accounts, though, Host
looked so awful that most institutions would be discouraged
from doing any further research on the new stock. Since a
huge amount of information and disclosure was sure to be
come available before the spinoffs fruition (estimated to be
in about nine months), I vowed to read it—first, to see if
I lost was going to be as bad as it looked and second, because
Ifiguredalmost nobody else would.
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Another reason why institutions weren't going to be too
hot to own Host was its size. Once again, not exactly the in
vestment merits. According to analysts quoted in the initial
newspaper reports, Host would account for only about 10 or
15 percent of the total value being distributed to sharehold
ers, with the rest of the value attributable to the "good" busi
ness, Marriott International. A leveraged (highly indebted)
stock with a total market capitalization only a fraction of the
original $2 billion Marriott Corporation was probably not
going to be an appropriate size for most of Marriott's origi
nal holders.
Also, Host was clearly in a different business than most in
stitutional investors had been seeking to invest in when they
bought their Marriott shares. Host was going to own hotels;
whereas the business that attracted most Marriott investors
was hotel management. Though owning commercial real
estate and hotels can be a good business, the Marriott group
of shareholders, for the most part, had other interests and
were likely to sell their Host shares. Sales of stock solely for
this reason would not be based on the specific investment
merits and therefore, might create a buying opportunity.
(Note: For reasons unique to the Marriott case, the spin
off was actually considered, at least technically, to be Mar
riott International—even though its stock would represent
the vast majority of the value of the combined entities. For
purposes of this illustration (and for the purposes of being
accurate in every sense other than technical), it will be more
helpful to think of Host—the cntitity comprising 10 to 15
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percent of Marriott's original stock market valuation—as the
spinoff.)
2 . I N S I D E R S W A N T I T .
Insider participation is one of the key areas to look for
when picking and choosing between spinoffs—for me, the
most important area. Are the managers of the new spinoff
incentivized along the same lines as shareholders? Will they
receive a large part of their potential compensation in stock,
restricted stock, or options? Is there a plan for them to ac
quire more? When all the required public documents about
the spinoff have been filed, I usually look at this area first.
In the case of Host Marriott, something from the initial
press reports caught my eye. Stephen Bollenbach, the archi
tect of the plan, was to become Host's chief executive. Of
course, as the paper reported, he had just helped Donald
Trump turn around his troubled hotel and gambling empire.
In that respect, he seemed a fine candidate for the job. One
thing bothered me, though: It didn't make sense that the man
responsible for successfully saving a sinking ship—by figur
ing out a way to throw all that troubled real estate and bur
densome debt overboard—should voluntarily jump the now
secured ship into a sinking lifeboat, Host Marriott.
"Great idea, Bollenbach!" the story would have to go. "I
think you've really saved us! Now, when you're done throw
ing that real estate and debt overboard, why don't you toss
yourself over the side as well! Pip, pip. Use that wobbly
lifeboat if you want. Cheerio!"
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It could have happened that way. More likely, I thought,
Host might notbe a hopeless basketcase and Bollenbach was
going to be well incentivized to make the new company
work. I vowed to check up on his compensation package
when the SEC documents were filed. The more stock in
centive, the better. Additionally, the Marriott family was still
going to own 25 percent of Host after the spinoff. Although
the chief reason for the deal was tofreeup Marriott Interna
tional from its debt and real estate burden, after the spinoff
was completed it would still be to the family's benefit to have
the stock of Host Marriott thrive.
3 . A P R E V I O U S L Y H I D D E N I N V E S T M E N T O P P O R T U N I T Y
I S C R E A T E D O R R E V E A L E D .
This could mean that a great business or a statistically
cheap stock is uncovered as a result of the spinoff In the case
of Host, though, I noticed a different kind of opportunity:
tremendous leverage.
If the analysts quoted in the original press reports turned
out to be correct, Host stock could trade at$3-5 per share but
the new company would also have somewhere between
$20-25 per share in debt. For purposes of our example, let's
assume the equity in Host would have a market value of $5
per share and the debt per Host share would be $25. That
would make the approximate value of all the assets in Host
$30. Thus a 15 percent move up in the value of Host's assets
could practically double the stock (.15 X $30 = $4.50). Great
VI)
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work if you can get it. What about a 15-percent move down
in value? Don't ask.
I doubted, however, that Host Marriott would be struc
tured to sink into oblivion—at least not immediately. I knew
that all the new Host shareholders had good reason to dump
their toxic waste on the market as soon as possible. With the
prospect of liability and lawsuits from creditors, employees,
and shareholders, though, I suspected that a quick demise of
Host Marriott, the corporation, was not part of the plan. Add
to this the facts that Marriott International, the "good" com
pany, would be on the hook to lend Host up to $600 million,
the Marriott family would still own 25 percent of Host, and
Bollenbach would be heading up the new company—it
seemed in everyone's bestinterest for HostMarriottto survive
and hopefully thrive. At the very least, after I did some more
work, it seemed likely that with such a leveraged payoff it had
the makings of an exciting bet.
Believe it or not, farfrombeing a one-time insight, tremen
dous leverage is an attribute found in many spinoff situations.
Remember, one of the primary reasons a corporation may
choose to spin off a particular business is its desire to receive
value for a business it deems undesirable and troublesome to
sell. What better way to extract value from a spinoff than to
palm off some of the parent company's debt onto the spinoffs
balance sheet? Every dollar of debt transferred to the new
spinoff company adds a dollar of value to the parent
' I he result of this process is the creation of a large number
71
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of inordinately leveraged spinoffs. Though the market may
value the equity in one of these spinoffs at $1 per every $5,
$6, or even $10 of corporate debt in the newly created spin
off, $1 is also the amount of your maximum loss. Individual
investors are not responsible for the debts of a corporation.
Say what you will about the risks of investing in such com
panies, the rewards of sound reasoning and good research
are vastly multiplied when applied in these leveraged cir
cumstances.
In case you haven't been paying attention, we've just
managed to build a very viable investment thesis or ratio
nale for investing in Host Marriott stock. To review, Host
could turn out to be a good pick because:
• Most sane institutional investors were going to sell their
Host Marriott stock before looking at it, which would, hope
fully, create a bargain price.
• Key insiders, subject to more research, appeared to have a
vested interest in Host's success, and
• Tremendous leverage would magnify our returns if Host
turned out, for some reason, to be more attractive than its
initial appearances indicated.
If events went our way, with any luck these attributes
would help us do even better than the average spinoff.
So, how did things work out? As expected (and hoped),
many institutions managed to sell their Host stock at a low
price. Insiders, according to the SKC filings, certainly
n
 


	73. Y O U  C A N B E A S T O C K M A R K E T G E N I U S
ended up with a big vested interest, as nearly 20 percent of
the new company's stock was made available for manage
ment and employee incentives. Finally, Host's debt situa
tion, a turn-off for most people—though a potential
opportunity for us—turned out to be structured much more
attractively than it appeared from just reading the initial
newspaper accounts.
So, how'd it work out? Pretty well, I think. Host Marriott
stock (a.k.a. the "toxic waste") nearly tripled within four
months of the spinoff. Extraordinary results from looking at
a situation that practically everyone else gave up on.
Are you ready to give up? Too much thinking? Too much
work? Can't be bothered with all those potential profits? Or,
maybe, just maybe, you'd like to learn a little bit more.
D I G G I N G F O R B U R I E D T R E A S U R E
So far the only work we've really discussed has been read
ing about a potentially interesting situation in the newspa
per. Now (you knew there was a catch), it gets a bit more
involved. You're about to be sent off on a mind-numbing
journey into the arcane world of investment research, com
plete with multi-hundred-page corporate documents and
mountains of Securities and Exchange Commission (SEC)
filings.
Before you panic, take a deep breath. There's no need to
4|ilit your day job. Sure there will be some work to do—a lit-
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tie sleuthing here, some reading over there—but nothing too
taxing. Just think of it as digging for buried treasure. Nobody
thinks about the actual digging—insert shovel, step on
shovel, fling dirt over shoulder—when a little treasure is on
the line. When you're "digging" with an exciting goal in
sight, the nature of the task changes completely. The same
thinking applies here.
Essentially, it all boils down to a simple two-step process.
First, identify where you think the treasure (or in our case the
profit opportunity) lies. Second, after you've identified the
spot (preferably marked by a big red X), then, and only then,
start digging. No sense (and no fun) digging up the whole
neighborhood.
So at last you're ready to go. You're prospecting in a lu
crative area: spinoffs. You have a plausible investment the
sis, one that may help you do even better than the average
spinoff, Now, it's time to roll up your sleeves and do a little
investigative work. Right? Well, that is right—only not so
fast.
In the Marriott example, the spinoff plan was originally an-*
nounced in October 1992. Although the deal garnered
plenty of press coverage over the ensuing months, the rele
vant SEC filings were not available until June and July
1993. The actual spinoff didn't take place unit! the end <rf
September—nearly a year after initial ditelosure* While sis
to nine months m a more u^ual tfodt fraae, in »me ©aset th^
proceM oto stretch la pvier% yssfc
If you have m impatient nature and ate partial to fast ac-
71
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tion, waiting around for spinoffs to play out fully may not be
for you. Horse racing never succeeded in Las Vegas because
most gamblers couldn't wait the two minutes it took to lose
their money. The same outcome, only more immediate,
was available in too many other places.
The financial markets have also been known to accom
modate those who prefer instant gratification. On the other
hand, having the time to think and do research at your own
pace and convenience without worrying about the latest in
communication technologies has obvious advantages for
the average nonprofessional investor. Besides, once you've
spent a year prospecting in The Wall Street journal (or in
countless other business publications) for interesting spinoff
opportunities, there should, at any given time, be at least
one or two previously announced and now imminent spin
offs ripe for further research and possible investment.
As a matter of fact, here comes another one now.
C A S E STUDY @> & ^
Sm&TTEe SECURITY/
BRIGGS &r StplAtT^M
In Mfay @f 199i, Brigp & Sirattaa, a manufacturer ofsmall
gas-powergd engines (aaad H I © S % in ©atd©or p®wer equip
ment), announced its intention to spin off ite mkamtMm*-
lock division. The spinoff was slated to take place in late 1994
7S
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or early in 1995. The automotive-lock division (later to be
named Strattec Security) was a small division representing
less than 10 percent of Briggs & Stratton's total sales and
earnings.
Since Briggs, the parent company, was included in the
S&P 500 average with a market capitalization of $1 billion,
it seemed that Strattec might turn out to be a prime candi
date for institutional selling once its shares were distributed
to Briggs shareholders. Not only was manufacturing locks
for cars and trucks unrelated to Briggs's small-engine busi
ness, but it appeared that Strattec would have a market
value of under $100 million—a size completely inappropri
ate for most of Briggs & Stratton's institutional shareholders.
Although Strattec had the makings of a classic spinoff op
portunity, it stayed on the back burner until November
1994 when something called an SEC Form 10 was publicly
filed. In general, this is the public filing that contains most
of the pertinent information about a new spinoff company.
A Form 10 isfiledin cases where the new spinoff represents
a small piece of the parent company; smaller transactions
do not require a shareholder vote. In cases where the spinoff
represents a major portion of a parent compan/s assets, a
proxy document is prepared so that shareholders can vote
on the proposed split-up. In those cases, the proxy contains
most of the sairie information found in the Form 10. (Don't
worry about taking notes now* How to go about obtaining
these various filings and proxies will be well covered in
chapter 7.)
7f»
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Not until January 1995, however, when an amended
Form 10 was filed, filling in some of the details and blanks
left in the original filing, was it really time to do some work.
According to this document, the spinoff was scheduled to be
distributed on February 27. As my first move with any of
thesefilingsis to check out what the insiders—key manage
ment and/or controlling shareholders—are up to, it was
nice to see part of the answer right on the first page follow
ing the introduction. Under the heading "Reasons for the
Distribution," the Board of Directors of Briggs revealed the
primary reason for the spinoff. The Board's motives were
classic: to "provide incentive compensation to its key em
ployees that is equity-based and tied to the value of [Strat-
tec's] business operations and performance as a separately
traded public company, not as an indistinguishable unit of
Briggs."
According to this section of the document, a Stock In
centive Plan granting various stock awards to officers and
key employees would reserve over 12 percent of the new
company's shares to provide incentives for employees.
While this amount of stock incentive may seem generous to
an outside observer, as far as I am concerned the more gen
erous a Board is with its compensation plans, the better—as
long as this generosity takes the form of stock option or re
stricted stock plans.
In fact, a theme common to many attractive investment
situations is that management and employees have been in-
cenlivi/.cd to act like owners. Investors might well be better
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off if the law actually granted top executives and key person
nel a minimum ownership stake in their employer. As this
sort of government intervention is probably as unlikely as it
is unwise, you can accomplish much the same result by
sticking to investments in companies like Strattec, where
management can prosper only alongside shareholders.
In addition to checking up on the insiders, it usually pays
to spend some time on the first few pages of any Form 10,
proxy, or similar document. These pages usually contain a
detailed table of contents, followed by a five- or eight-page
summary of the next hundred or more pages. Here is where
you can pinpoint areas of interest and choose where to focus
your efforts selectively. Frankly, reruns of Gilligaris Island
hold more appeal than a page-by-page read-through of an
entire proxy or Form 10—so selectivity is key. Not only do
these documents have entire sections disclosing the various
economic interests of insiders but, importantly, somewhere
amid all the verbiage are the pro-forma income statements
and balance sheets for the new spinoff. (Pro-forma state
ments show what the balance sheet and income statement
would have looked like if the new entity had existed as an in
dependent company in prior years.)
According to the pro-forma income statement found in
the summary section of the Form 10, earnings for Strattec's
fiscal year ending in June 1994 came in at $1.18 per share.
Excluding some one-time expenses, earnings for the more
recent six-month period, ended December 1994, looked to
be up a further 10 percent from the same period in 1993.
YM
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